AUDITOR’S REPORT OF THE AUDITOR-GENERAL TO THE EASTERN CAPE PROVINCIAL 
LEGISLATURE AND THE COUNCIL ON ALFRED NZO DISTRICT MUNICIPALITY 

REPORT ON THE CONSOLIDATED AND SEPARATE FINANCIAL STATEMENTS 


Introduction 

1. I was engaged to audit the accompanying consolidated and separate financial statements 
of the Alfred Nzo District Municipality which comprise the consolidated and separate 
statement of financial position as at 30 June 2010, the consolidated and separate 
statement of financial performance, consolidated and separate statement of changes in net 
assets and consolidated and separate cash flow statement for the year then ended, and a 
summary of significant accounting policies and other explanatory notes, as set out on 
pages xx to xx. 

Accounting officer’s responsibility for the financial statements 

2. The accounting officer is responsible for the preparation of these financial statements in 
accordance with the South African Standards of Generally Recognised Accounting Practice 
(GRAP) and in the manner required by the Local Government: Municipal Finance 
Management Act of South Africa, Act No. 56 of 2003 (MFMA). This responsibility includes: 
designing, implementing and maintaining internal control relevant to the preparation and fair 
presentation of financial statements that are free from material misstatements, whether due 
to fraud or error; selecting and applying appropriate accounting policies; and making 
accounting estimates that are reasonable in the circumstances. 

Auditor-General’s responsibility 

3. As required by section 188 of the Constitution of South Africa and section 4 of the Public 
Audit Act of South Africa and section 126(3) of the MFMA, my responsibility is to express an 
opinion on the financial statements based on conducting the audit in accordance with the 
International Standards on Auditing and General Notice 1570 of 2009 issued in Government 
Gazette 32758 of 27 November 2009. Because of the matters described in the Basis for 
disclaimer of opinion paragraphs, however, I was not able to obtain sufficient appropriate 
audit evidence to provide a basis for an audit opinion. 

Basis for disclaimer of opinion 

Trade and Other Payables 

4. Included in the Trade and Other Payables from exchange transactions balance of 
R30.2 million as disclosed in note 8 to the financial statements is staff leave accrual 
amounting to R1.8 million. The municipality could not provide sufficient appropriate audit 
evidence for this balance and no satisfactory alternative audit procedures could be 
performed. Consequently, I could not confirm completeness and accuracy of the said 
amount. 

5. The municipality did not disclose the fair value of expenditure incurred taking into account 
the payment period and time value of money as required by International Accounting 
Standard 39 (IAS 39): Financial Instruments and as a result Trade and other payables 
from exchange transactions are overstated and interest expenditure is understated by 
Rl,7 million. 



Value Added Taxation Receivable 


6. Journals to the value of RIO. 3 million are included in the amount due from the South 
African Revenue Services of R 24.9 million disclosed in note 9. These journal entries 
were not supported by appropriate documentation and alternative procedures could not 
be performed on these transactions. As a result I was unable to obtain sufficient, 
appropriate audit evidence relating to the existence, accuracy, completeness and 
valuation of the VAT receivable disclosed in note 9 to the financial statements. 

Other Revenue 

7. The municipality could not provide sufficient appropriate audit evidence for other revenue 
of R766 842 included in the balance of R3.4 million as disclosed in note 17 to the financial 
statements. There were no satisfactory alternative audit procedures that I could perform 
and consequently I could not confirm the occurrence, accuracy, cut-off, classification and 
completeness of the other revenue of R766 842. 

Expenditure 

8. The municipality could not provide expenditure vouchers amounting to R4 million and 
no alternative audit procedures could be performed. Consequently the, occurrence, 
accuracy and completeness of this expenditure as disclosed in the statement of financial 
performance could not be confirmed. 

9. MIG revenue and expenditure is disclosed in the statement of financial performance and 
note 16.2 at an amount of R138.3 million. This amount could not be reconciled to the 
MIG expenditure report which disclosed an amount of R149.4 million. Consequently the 
MIG expenditure and revenue have been understated by Rll million. 

10. The municipality did not disclose the fair value of expenditure incurred taking into account 
the payment period and time value of money as required by International Accounting 
Standard 39 (IAS 39): Financial Instruments and as a result general expenditure is 
overstated and interest expenditure is understated by R3.2 million. 


Employee cost journals 

11. Supporting documentation of salary journal transactions amounting to R1.9 million could 
not be provided. The municipal records did not allow the performance of alternative audit 
procedures to these transactions. Consequently I could not confirm completeness and 
accuracy of employee costs as disclosed in the statement of financial performance and 
in note 18. 

Trade and Other Receivables from Exchange Transactions 

12. Included in service debtor’s gross balance of R25.8 million as disclosed in note 2 to the 
financial statements are sundry debtors amounting to R4.8 million. The municipality 
could not provide journals for an amount of R1.4 million and journals totalling R3.4 
million were not authorised. Consequently, no satisfactory alternative audit procedures 
could be performed and I could not confirm the existence, classification, cut-off, 
completeness and valuation and accuracy of this amount. 

13. Supporting documentation and approval of journals amounting to R6.1 million included in 
the trade receivables from exchange transactions could not be provided. Furthermore 
documentation supporting the identification, approval and assessment of indigent 
debtors and the application of the indigent policy could not be provided. The municipal 



records did not allow the performance of alternative audit procedures to these 
transactions. Consequently I could not confirm valuation, existence, and rights relating to 
trade and other receivables from exchange transactions of R9.2 million as disclosed in 
the statement of financial position and note 2. 


14. In terms of the credit control policy of the municipality, interest must be charged on 
debtors past the due date. Interest on outstanding debtors was not charged on various 
debtors accounts. As a result interest revenue of R1.3 million was not recognised in the 
financial statements. Consequently interest revenue and trade receivables from 
exchange transactions are understated by an amount of R1.3 million. 

15. The municipality did not disclose the fair value of revenue incurred taking into account 
the payment period and time value of money as required by International Accounting 
Standard 39 (IAS 39): Financial Instruments and as a result revenue from exchange 
transactions is overstated, interest received is understated and receivables from 
exchange transactions is overstated by R1.3 million. 

16. As disclosed in note 2 to the financial statements, material losses to the amount of 
R16.5 million were incurred as result of provision made for impairment of debtors during 
the year. According to the audit calculation an amount of impairment has been 
overstated by R2 million. Consequently accounts receivable is understated by R2 million 
and expenditure overstated by the same amount. 


Property, Plant and Equipment 

17. GRAP 17: PPE, read with Directive 4: Transitional Provisions for Medium and Low 
Capacity Municipalities require the municipality to have recognised all PPE assets. Even 
though the opening balance of PPE as disclosed in note 5 to the financial statements is 
reflected at zero (provisional values), the municipality is still required to maintain a 
complete listing of all PPE assets. The process to compile such a listing has not taken 
place and consequently the municipality has not recognised all PPE assets in the 
financial records. 

Inventory 

18. Inventory reconciliations were not presented for audit purposes and as a result it was not 
possible to carry out all of the required audit procedures or to obtain all the information 
and explanations considered necessary to verify the inventory of R1.5 million as 
disclosed in note 3 to the financial statements. The municipal records did not permit the 
performance of alternative procedures to this balance. As a result, I was unable to obtain 
sufficient appropriate audit evidence relating to the completeness, accuracy, existence, 
valuation, rights and cut-off of inventory and the related expenditure. 

Capital commitments 

19. The contract register that was submitted for audit purposes is incomplete and does not 
reflect commitments. As a result it was not possible to confirm the completeness of 
capital commitments. Alternative audit procedures could not be performed to obtain 
reasonable assurance that commitments were properly recorded. Consequently, I was 
unable to obtain sufficient appropriate audit evidence to satisfy myself that commitments 
amounting to R181.8 million as disclosed in note 30.1 to the financial statements are 
complete. 



Contingent liabilities 


20. According to the accounting policies the municipality has taken advantage of transitional 
provisions as contained in Directive 4 and did not measure and disclose contingent 
liabilities, but contingent liabilities have been disclosed in note 31.1 and a schedule 
amounting to R7.6 million was provided. This schedule could not be reconciled to the 
amount of contingent liabilities of R5.1 million as disclosed in note 31.1. Consequently, I 
was unable to obtain sufficient appropriate audit evidence to satisfy myself that 
contingent liabilities amounting to R5.1 million as disclosed in note 31.1 to the financial 
statements exist, complete, accurate and appropriately valued. 


Non-current borrowings 

21. No evidence could be submitted that the municipality has complied with the conditions of 
the DBSA loan agreement with regard to the submission of audited financial statements. 
Consequently the DBSA has the right to demand immediate repayment of the entire loan 
balance. As a result of the non-compliance with the conditions of the loan agreement, the 
non-current liability of R25.1 million as disclosed in the statement of financial position and 
in note 11 to the financial statements should have been disclosed as current liability. 
Consequently the current borrowings are understated by R25.1 million whilst the 
non-current borrowings are overstated by this amount. 


Grants and subsidies income 

22. According to the reconciliations provided by the municipality grants and subsidies 
amounting to R292.5 million were allocated, but an amount of R259.1 million was 
recognized in the statement of financial performance. No disclosure has been made in 
the financial statements in this regard. The grants and subsidies income is understated 
by R33.4 million. 


Irregular expenditure 

Mayor remuneration overpayment 

23. The audit revealed that the salary package in respect of the Executive Mayor and as 
gazetted is R 216 124 but he was paid at R251 635 resulting in an overpayment of 
R35 510. This is regarded as irregular expenditure in terms of section 157 (l)(a)(b) and 2 
(a)(b) of the MFMA. The expenditure was also not disclosed as irregular in the financial 
statements and as required in terms of section 124(2)(d) of the MFMA. Furthermore the 
district municipality deviated from supply chain management policies without explanation 
resulting in irregular expenditure of R145 000. This non-compliance was also not 
disclosed on both the consolidated and separate financial statements. The municipality 
has also not disclosed deviations from its supply chain management policy 
relating to expenditure of R33 128 as required by Section 36(2) of Supply Chain 
Management Regulations. 


Comparative figures 

In my previous report, I provided an adverse audit opinion on the municipality financial 
statements for the financial year ended 30 June 2009. The account balances that were 
materially misstated are indicated in the paragraphs below. 



24. 


Revenue and expenditure reflected in the income statement was only in respect of the 
equitable share and excluded income and expenditure from conditional grants. This has 
been disclosed in Appendix A but should have been included in the income statement in 
line with GRAP 

25. The balances that would be disclosed as unspent conditional grants would approximate 
the unspent portion of grants as per annexure A of the current IMFO set of annual 
financial statements. 


26. The quantifiable error in respect of this non-compliance in connection with transactions 
and balances that were not discounted can be estimated as follows: 

• a potential overstatement of revenue at R125,000, 

• receivables and provisions are overstated by R468,000 and R157,000 
respectively; 

• and interest on financial instruments would therefore be a net debit of R185,000 

27. I am unable to determine whether the opening balances in the general ledger are 
complete, valid or accurate and consequently I am unable to determine the effect this 
may have on the balances audited this year. 

Disclaimer of opinion 

28. Because of the significance of the matters described in the Basis for disclaimer of 
opinion paragraphs, I have not been able to obtain sufficient appropriate audit evidence 
to provide a basis for an audit opinion. Accordingly, I do not express an opinion on these 
financial statements. 


Emphasis of matters 

29. I draw attention to the matters below: 

Restatement of corresponding figures 

30. As disclosed in note 27 to the consolidated and separate financial statements, the 
corresponding figures for 30 June 2009 have been restated as a result of implementation 
of Generally Recognised Accounitng Practice (GRAP) and changes in accounitng 
policies to comply with the accrual basis of accounting. 

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS 

31. As required by the PAA and in terms of General Notice 1570 of 2009 issued in 
Government Gazette 32758 of 27 November 2009, I include below my findings on the 
report on predetermined objectives, compliance with the MFMA, DoRA, Municipal 
Systems Act of South Africa (Act No. 32 of 2000) (MSA), Municipal Structures Act of 
South Africa, (Act No. 117 of 1998) and financial management (internal control). 

PREDETERMINED OBJECTIVES 

32. Material findings on the report on predetermined objectives, as set out on pages xx to xx, 
are reported below: 



Non-compliance with regulatory and reporting requirements 


33. The municipality did not have an approved plan for auditing the results of performance 
measurement as part of its internal audit processes, as required by section 45 of the 
MSA. 


Usefulness of information 

34. The following criteria were used to assess the usefulness of the planned and reported 

performance: 

• Consistency: Has the Municipality reported on its performance with regard to its 
objectives, indicators and targets in its approved integrated development plan, i.e. 
are the objectives, indicators and targets consistent between planning and 
reporting documents? 

• Relevance: Is there a clear and logical link between the objectives, outcomes, 
outputs, indicators and performance targets? 

• Measurability: Are objectives made measurable by means of indicators and 
targets? Are indicators well defined and verifiable, and are targets specific, 
measurable, and time bound? 


35. The following audit findings relate to the above criteria: 

Reported information not consistent with planned objectives, indicators and targets 


36. The municipality did not include specific targets, indicators and objectives for the 
municipal entity in its integrated development plan and delivery plan. The municipal entity 
also did not have an approved multiyear business plan which includes targets, indicators 
and objectives. The annual performance report could not be aligned to all indicators and 
targets which were set in the integrated development plan. 

Planned and reported performance targets not specific 


37. For the selected objectives the planned and reported targets were not specific in clearly 
identifying the nature and the required level of performance. 


Reliability of information 


38. The following criteria were used to assess the usefulness of the planned and reported 
performance: 

• Validity: Has the actual reported performance occurred and does it pertain to the 
entity i.e. can the reported performance information be traced back to the source 
data or documentation? 

• Accuracy: Amounts, numbers and other data relating to reported actual 
performance has been recorded and reported appropriately. 



Completeness: All actual results and events that should have been recorded have 
been included in the reported performance information. 


39. The following audit finding relates to the above criteria: 

Reported targets not reliable when compared to planned objectives 


40. For the selected objectives, the planned targets are not specific and create an impression 
that targets have been achieved whereas they have not been achieved. 

COMPLIANCE WITH LAWS AND REGULATIONS 

Municipal Finance Management Act (Act No. 56 of 2003) 

The consolidated and separate financial statements were not prepared in accordance 
with applicable legislation 

41. The consolidated and separate financial statements submitted for audit did not comply 
with section 122(1) of the MFMA. The municipality submitted consolidated and separate 
financial statements that were materially misstated in order to meet the statutory 
deadline. In addition the separate financial statements of the parent municipality were not 
submitted by the 31 August 2010 as required by section 126(l)(a) of the MFMA. 


Expenditure was not paid within the parameters set by the applicable legislation 

42. In certain instances monies owing by the municipality were not paid within 30 days of 
receiving the relevant invoice or statement as required in terms of section 65 (2)(e) of the 
MFMA. Invoices to the amount of R1.2 million were paid late. 

The accounting officer did not adhere to his statutory responsibilities 

43. The Accounting Officer was did not ensure that the Municipality had and maintained 
effective, efficient and transparent systems of financial and risk management and internal 
control and of internal audit operating in accordance with prescribed norms and 
standards throughout the year as required by section 62 (c) of the MFMA. 

44. The Accounting Officer did not ensure that irregular was prevented as required by section 
62 (d) of the MFMA. 

45. The Accounting Officer did not ensure that the Municipality has and maintains an 
effective system of expenditure control and creditors thereby ensuring that a 
management, accounting and information system is maintained which ensures that 
expenditure is recognised when it is incurred and accounts for all creditors of the 
Municipality as required by section 65 of the MFMA. 

Municipal officials did not adhere to their statutory responsibilities 

46. The responsibilities referred to above were delegated to other senior managers. These 
managers did not carry out their duties in a manner required to compliance with section 
78 of the MFMA. 



The Internal Audit Unit was not operating or functioning properly 


47. The internal audit function did not fulfil all of its responsibilities for the year as set out in 
section 165(2) of the MFMA. Refer to paragraph 25.3 below for details. 

Annual declarations not provided 

48. The municipality has not provided evidence that annual declarations as required by 
Chapter 5 and 7 of Schedule 1 and 2 of MSA. Consequently compliance with the said 
requirements could not be confirmed. 

INTERNAL CONTROL 

49. I considered internal control relevant to my audit of the consolidated and separate 
financial statements and the report on predetermined objectives as well as compliance 
with the MFMA, DoRA, Municipal Systems Act of South Africa (Act No. 32 of 2000), 
Municipal Structures Act of South Africa, (Act No. 117 of 1998), but not for the purpose of 
expressing an opinion on the effectiveness of internal control. 

50. The matters reported below are limited to the significant deficiencies regarding the basis 
for qualified opinion paragraph, the findings on the report on predetermined objectives 
and the findings on compliance with laws and regulations. 

Leadership 

• The financial systems and procedures in the finance department are not adequately 
documented in policy and procedures manuals. As a result there is a lack of 
guidance on the processes and procedures to be followed when conducting the 
financial affairs of the entity. This lead to the numerous misstatements in the 
financial records, scope limitations on the audit thereof, a poor control environment 
and lack of control activities to ensure that errors are prevented, detected and 
corrected. 

• Elements of management’s operating style do not promote effective control over 
financial reporting. There is a lack of management review and supervision of the 
financial affairs of the entity. Inadequate management review of journal entries, the 
general ledger and month end reconciliations were noted throughout the audit 
process. This is evident from the extent of misstatements reported and scope 
limitations imposed. 

• The accounting officer does not exercise sufficient oversight responsibility over 
reporting and compliance with laws and regulations and internal control. This is 
evident from the extent of misstatements reported and the instances of non- 
compliance reported. 

• An effective organisational structure that places people with appropriate skills is not 
established. Senior and middle management in finance have inadequate knowledge 
of accounting best practice and the accounting standards applicable to the 
presentation of the consolidated and separate financial statements. In addition, the 
job grades consistently do not correspond to the level of work being performed by 
senior and middle management. 


Financial and performance management 

• Annual or automated controls are not designed to ensure that the transactions have 
occurred, are authorised, and are completely and accurately processed. Basic 
control activities like bank reconciliations, creditors reconciliations and management 
review of the general ledger were either ineffective in design and implementation or 



did not operate effectively. Furthermore, there is a lack of sophisticated automated 
controls in the Municipality’s IT system. For example duplicate invoices and 
payments will not be prevented by the system. 

Systems are not appropriate to facilitate the preparation of financial statements that 
are fairly stated. Adequate financial information is often either not available, is not 
reliable, requires a large extent of manual manipulation or when available is not 
interpreted in a manner to ensure that the accounting substance of transactions are 
accounted for in all instances. 


Governance 

• Internal controls are neither sufficient nor comprehensive enough to prevent or 
detect and correct material misstatements in financial reporting. 

• Internal control deficiencies are not identified and communicated in a timely manner 
to allow for timely corrective action to be taken. As a significant reliance is placed on 
consultants and the external audit process to detect material misstatements. 

• Internal audit did not fulfil all its responsibilities as set out in legislation and in 
accordance with accepted best practice and standards. The main concerns are that 
Internal Audit did not have an approved audit plan, insufficient staff, functions 
outsourced and no quarterly reports on the Performance Management System and 
no follow-up audits were performed. 

• Management’s monitoring process is not fully effective. Management has not put a 
formal, comprehensive and documented plan in place to ensure that all the controls 
in the entity are subjected to routine monitoring internally. This is necessary to 
ensure a coordinated effort between management, staff and internal audit. The 
management team have not yet implemented any plans to monitor control activities 
internally. 


Investigation completed during the year 

51. An investigation was conducted by an independent consulting firm on request by the 
municipality. The investigation was initiated based on the allegation of possible non- 
compliance with Supply Chain Management policies regarding awarding of tenders. The 
investigation has resulted in disciplinary action taken against five employees and their 
subsequent dismissal. 


Mthatha 
25 March 2011 
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SOUTH AFRICA 
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